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Abstract 
Can inflation and unemployment tell us something about optimal or not optimal currency areas? In this paper we 
compare the behavior of these variables in two countries, Mexico and the United States of America (USA), along with the 
member countries of the Euro Zone (European Monetary Union, or EMU). The main purpose is to know the divergence 
within each between average inflation -0% in the graphs- and the main cities or regions in the first two, and the countries 
of the EMU. The period of 2001-2012 is chosen to be the years in which the Euro has been circulating among member 
countries of the Monetary Union (EMU). 
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Currency areas 
What do we mean when we talk about a currency area? This is a question that until now I have started to 
make me and despite the fact that many years ago I read the famous paper of Mundell, "A Theory of Optimum 
Currency Areas", and in 2009 I wrote the article "Analysis of the balance payment under dollarization. 
Toward a theory of non-optimal currency areas." 
 
Before defining the optimum or not of a monetary zone or area we should explain what we mean by this. 
However, when we look for a definition of what is a currency area we find that almost all them are 
accompanied by the adjective "optimal". It seems that all assume something but do not tell us what. 
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A currency area may be a single country or necessarily we are referring to a number of them? A currency 
area is a region comprising several countries with a single currency circulating, as in Europe, or is one in 
which several currencies do but with the predominance of one of them? Does the United States of America 
(USA) and Ecuador form a currency area?  
 
Mundell pointed out the possibility of defining a currency area as a territory within which exchange rates 
are fixed. This would involve several countries and different currencies. Samuelson and Nordhaus however 
point out that most economists believe the United States of America is an optimum currency area. This would 
imply that that this majority assumes that the country is a currency area and the word "believe" refers to the 
adjective "optimal". I must clarify that I am worry about the verb "believe." 
 
In my article referred to at the beginning I defined a non-optimal currency area as one that is formed when 
a country replaces unilaterally its own currency for another one, named "anchor currency", and issued by a 
country or a currency union generally with high economic growth. As you can see, I was referring to as a non 
optimal currency area the country that replaces its own currency not the issuer of the anchor currency. 
Will I modify today that definition of non-optimal currency area? Yes, I would, but incorporating not only 
those countries who replace their currencies unilaterally, but those countries that do it through a bilateral or 
multilateral monetary settlement but with the lack of a broader economic policy, as happened with the 
European Monetary Union (EMU). What I mean by broader agreements? Recent events in the Euro zone show 
us some of them: common policy in subjects such as public debt, bank regulation and deposit insurance, 
among others. 
 
In the case of public debt, incorporating the concept of potential debt, referring not only to regional, state 
and provincial as well as local debts, but also the bad bank debts that become debt at high speed, as we saw in 
Mexico in 1995 and 1996, and currently in Ireland, Greece, Spain and more recently in Cyprus, plus those 
other economies still missing. 
 
Returning to the original subject, it would seem that in economics it has been assumed that an optimum 
currency area is made up of several nations that work as a country, trying to extrapolate its characteristics to 
the whole. If so, let me disagree and point out that a country can also be a non-optimal currency area 
something that will be worth analyzing in other research. 
 
Up to the moment my analysis of this issue has led me to the following conclusions: 
 
1. A currency area can be both a country and a number of them with a single currency that functions 
similarly to how a single nation does. 
2. A currency area can refer also to a group of countries with different currencies in which one prevails 
over the other. 
 
But this begs the question how does a nation monetarily work? How economic variables that are related to 
optimal monetary operation behave? In this paper we will refer to two of them: inflation and unemployment. 
 
Currency areas and inflation 
 
Can inflation tell us something about optimal or not optimal currency areas? To know this we have 
to compare the behavior of this variable in different examples. For this purpose I chose two countries, Mexico 
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and the United States of America (USA), along with the member countries of the Euro Zone (European 
Monetary Union, or EMU). My main interest was to see the divergence within each between average inflation 
-0% in the graphs- and the main cities or regions in the first two, and the countries of the EMU. The period of 
2001-2012 is chosen to be the years in which the Euro has been circulating among member countries of the 
Monetary Union (EMU). 
 
First we show the Mexican case.
Figure 1: Mexico: Inflation Rate Main 46 cities (National Rate = 0). Data from Instituto Nacional de Estadistica y Geografia (INEGI)
In the graph above we note that in the case of Mexico, inflation in major cities, far between in some 
cases up to 2,000 km, hovers around the national inflation in (+ -) 2% but show no trends of general 
dispersion. 
Figure 2: USA: Inflation Rate Main 25 cities and areas (National Rate = 0). Data from US Department of Labor, Bureau of 
Labor Statistics.
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In the case of the United States of America, we see the behavior of the 25 major metropolitan areas 
of the country. Note that, as in the case of Mexico, it moves between (+ -) 2%. 
Figure 3: Euro Zone: Inflation rate 17 countries (HICP = 0). Data from Eurostat.
The 17 countries of the European Monetary Union (EMU), show a higher degree of dispersion but if 
we remove from the graph countries as Estonia, Slovakia and Slovenia, recent members of EMU, the rest 
behave similarly to Mexico and the USA, that is, within range (+ -) 2% inflation around the area average. 
This is consistent with the fact that the EU is a common market in which the world price assumptions 
should lead to a similar inflation rates in tradable goods and services. 
 
In the case of EMU we should make an additional comment about inflation and is its relation to the 
current account balance in the balance of payments (BOP). The quantity theory of money has repeatedly taken 
the cash flow model developed by David Hume in the second half of the eighteenth century to explain how a 
nation -call A- with a positive trade balance will lose it advantage through inflation caused by an increase in 
circulating currency. While this happens, the negative trade balance of trade partner -nation B- causes a 
decrease in its money supply leading to deflation, thus regaining its market advantage by reducing the relative 
prices of exportable production. 
Regardless of whether the model of Hume takes place under the gold standard, a trade deficit leads to
an increase in the debtor part to the BOP which means higher interest rates and therefore forces that should
reduce inflation. The reality is not so and the case of the nations that conform the euro zone is a clear 
example. Let's see it. 
From 2001 to 2011 Germany, for example, accumulated a surplus in its balance of goods and 
services for a total of 1,656,427,869,531 US Dollars. In the same period the accumulated inflation in that 
country was 20.46%, the lowest in the euro zone. In the case of Spain, on the other hand, in the same period 
with an accumulative inflation of 36.20% -the thirteenth highest in the area- and had the highest cumulative 
current account deficit : $489,514,069,564 US Dollars.
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 The table presented below shows us the behavior of the variables identified for the 17 EMU 
countries. We note that from the seven countries with accumulated surplus in the trade balance of goods and 
services during the 11 years studied, six of them have the lowest inflation rates accumulated in the same 
period. The only exception is Luxembourg. 
 
 In same Table 1, on the other hand, we note that of the ten countries with continuous deficit in the 
trade balance, nine of them had the higher cumulative inflation in the region, with the exception of France. 
 
 It follows that financial capital movements are playing an important role in the setting according 
which Hume hypothesis should be reached. However, since a negative and permanent trade balance resembles 
a financial pyramid, at the time that the net inflow of capital halt or reverse, as is happening lately in Spain, 
Greece and, more recently in Cyprus, in the absence of  the devaluation mechanism to adjust the real sector of 
the economy, the resulting recession could only be adjusted with a fall in domestic prices, including wages. 
 
Table1, Cumulative inflation and external balance of godos and services of euro zone members 2001-2011. Source World Data Bank. 
 
Country 2001-2011 Inflation Position Country 2001-2011 
Germany 20.46 1 1 Germany $1,656,427,869,531 
Finland 22.21 2 6 Netherlands 567,608,752,126 
France 22.97 3 5 Ireland 306,369,117,856 
Austria 24.54 4 4 Austria 154,851,967,292 
Ireland 26.27 5 7 Belgium 139,555,096,802 
Netherlands 26.70 6 12 Luxembourg 130,352,018,017 
Belgium 26.97 7 2 Finland 93,473,519,702 
Italy 28.26 8 15 Malta -107,269,402 
Malta 29.88 9 17 Slovenia -1,835,904,266 
Cyprus 31.51 10 10 Estonia -4,653,024,867 
Portugal 31.98 11 16 Cyprus -8,468,936,344 
Luxembourg 34.76 12 5 Slovak Republic -15,675,511,315 
Spain 36.20 13 2 Italy -77,010,894,914 
Greece 43.98 14 11 Portugal -171,914,578,424 
Slovenia 54.86 15 3 France -256,230,285,118 
Slovak Republic 55.24 16 8 Greece -318,047,571,415 
Estonia 58.49 17 13 Spain -489,514,069,564 
Currency areas and unemployment 
 
The unemployment rate for states or regions of a country is a significant variable in order to meet the 
mobility of labor and financial capital, as well as the existence of central fiscal policies that allow a 
redistribution of national income between regions. 
 
In order to know how the economy behaves in the micro level of a currency area, converting the 
national or regional rate to zero allows us to observe this variable inside the unit studied. 
In the next figure we see the evolution of the unemployment rate of each of the 32 states of Mexico 
over the national average. 
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Figure 4: Mexico: Unemployment Rate 32 States (National Rate = 0). Data from Instituto Nacional de Estadistica y Geografia (INEGI)
We note that the global crisis that began in 2008 caused unemployment rates locally greater than the 
national average and that as economic growth came back, they converge again but not in the pre-crisis levels. 
In Mexico state rates move today within +2% and -3% while in the pre-crisis the range was closer to 
(+-) 1%. 
 
For the U.S., the behavior is similar but shows a greater dispersion during the economic crisis. 
Figure 5: USA: Unemployment Rate 50 States, plus DC and Puerto Rico (National Rate = 0). Data from US Department of
Labor, Bureau of Labor Statistics.
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Again, as in the case of Mexico, the States of the American Union are oscillating between +3% and  
-4%. We also note that unemployment levels prior to the crisis are not recovering quickly but the tendency is 
to approach to the national average. 
Figure 6: Euro Zone: Unemployment Rate 17 countries (Euro Zone = 0). Data from Eurostat.
The case of the Euro zone is different as we observe a tendency to spread due to the high 
unemployment rate, currently up to 25% in Spain and Greece, and above 10% in 8 other countries in the area. 
This is indicative of the worsening of the economic recession in the region. 
Inflation and unemployment, a dilemma?
In economics books we read that in macroeconomic policy we are faced with the dilemma of choose 
between unemployment and inflation. Data from Europe seem to show that no such dilemma exists; on the 
contrary, inflation and unemployment are accompanied. Some may think that we are faced with the 
phenomenon of stagflation -economic stagnation with inflation- but it is not, what we see is growing recession 
with inflation, although in the last year we are observing a drop over previous levels, but still above the area 
average. 
 
What follows are two graphs in which we observe the behavior, since the crisis began in 2008, the 
accumulated inflation and the unemployment rate in two of the hardest-hit countries in the Euro zone: Spain 
and Greece. In the case of Spain, the degree of correlation between the two variables is 0.8418 in the case of 
Spain and 0.9383 for Greece. 
 
 
286   Carlos Encinas-Ferrer /  Procedia Economics and Finance  5 ( 2013 )  279 – 287 
Figure 7, Spain, Cumulative inflation rate and unemployment rate. Eurostat.
Figure 8, Greece, Cumulative inflation rate and unemployment rate. Eurostat.
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